STATE OF WASHINGTON

GAMBLING COMMISSTON

POy Box 42400 Olympia Washington 98504-2400 {360) 486-3440 TT1 (360} 486-3637 FAX (360) 486-3625

October 19, 2004

IMPACTS OF INITIATIVE 892

This information is provided for analytical purposes only and is not intended as an
expression of support for or opposition to the proposed Initiative.

Brief Summary of 1-892':

Initiative 892 (1-892) authorizes the same number and type of electronic scratch ticket
machines as tribal casinos with a portion of the revenue generated used to reduce
property taxes. The Washington State Lottery (WSL) would allocate, regulate, distribute,
and license the machines, not the Gambling Commission. A machine applicant must
have a valid license from WSGC for six months consecutively preceding getting an
electronic scratch ticket (EST) license.

How many machines an operator would receive is based on their size and type of license
they currently hold.

Impacts:

1) Would authorize 18,225 electronic scratch ticket machines (machines) in
approximately 2,040 locations that they are not in now (including approximately
90 house-banked card rooms, 1550 commercial pull-tab businesses, 400
charitable/nonprofit bingo and/or pull-tab operators, and Emerald Downs).
Although limited by the total allocation of machines, under the terms of the
Initiative, approximately 6,600 other food and drink businesses licensed by the
Liquor Control Board could be eligible for a machine license in subsequent years;
the growth potential is unknown. The Tribes began operating machines in 1999
and currently operate about 16,000 in the 23 tribal casinos in the state.

: With the exception of the provisions dealing with property taxes, [-892 appears to be patterned after HB 2282, which
was proposed during the 2003 legislative session. This bill would have aliowed electronic scratch ticket machines,
operated by the Washington State Lottery. HB 2282 was very similar to HB 1948, which was proposed by the
Entertainment Industry Coalition; under HB 1948, the Gambling Commission would have licensed and regulated the
machines. The Gambling Commission, along with several other agencies, was asked to provide a fiscal note for HB
1948, but not for HB 2282.



2) Would result in two regulatory systems for machine gambling in the state: one
for Tribes and one for electronic scratch ticket machine licensees. The Tribes are
regulated by three agencies: the Gambling Commission; federal National Indian
Gaming Commission; and each Tribe’s Tribal Gaming Agency. EST machines
would be regulated by one agency: the Lottery Commission.

3) Having two agencies doing similar work may lead to:

o Duplication of efforts with licensing and regulation of machines

o Inconsistency if the two agencies set different standards for licensing,
testing, and regulation

o Requests by Tribes to change the Compacts to decrease the current
regulation required (for example, surveillance) and/or the regulatory
structure

4) Information obtained by WSGC pursuant to background checks would be
provided to WSL. There may be some legal issues with this that would need to be
addressed prior to instituting an information exchange. Briefly, the Lottery
Commission and the Gambling Commission are both limited jurisdiction criminal
justice agencies and as such may be able to exchange criminal history information
maintained by the Washington State Patrol. However, national criminal
background information provided by the Federal Bureau of Investigation (FBI) to
any agency may only be shared with other agencies with the statutory authority to
receive such information. In 2002, the Legislature amended RCW 9.46.070, at
the Gambling Commissions request, to provide clear authority for the agency to
receive national criminal background information. At this time, it does not appear
that the Lottery Commission has such authority. Information from the FBI
indicates that the Gambling Commission could be in violation of federal law (28
CFR 50.12) if it shared FBI information with the Lottery Commission.

5) Complicates local governments’ ability to prohibit machines. Currently, local
governments may completely prohibit gambling activities, such as card rooms,
pull-tabs, and bingo. Local governments cannot prohibit Lottery activities.
Because an EST licensee must have a license issued by the Gambling
Commission to qualify for the machine license, local jurisdictions could only
prohibit machines indirectly by prohibiting the underlying activities (pull-tabs,
bingo, and card rooms).

Prohibiting these underlying activities would likely translate into a loss of
gambling tax revenue for local governments. In fiscal year *04, licensees reported
paying just over $45 million in gambling taxes to local governments.

6) One percent of the state excise tax (after reasonable administration expenses for
the Lottery Commission are deducted) would be for problem gambling and DSHS
would be required to contract with a nonprofit organization to address problem
gambling and implement a treatment program. Requiring DSHS to contract with



a nonprofit organization may take away flexibility and discretion in the event
there are better ways to address problem gambling issues (See Attachment #1 for
flowchart of how revenue would be distributed).

Financial:

7)

8)

9)

Based on the experience of other states when machines were introduced, we
anticipate that with the authorization of these machines, there will be a decrease in
gross receipts for other gambling activities, particularly pull-tabs and bingo.
WSGC’s revenue is collected through license fees, which are based primarily on
gross receipts. As a licensee’s gross receipts decrease, the license fee decreases.
Therefore, if licensees’ gross receipts decrease, WSGC’s revenue will also
decrease. Pull-tab license fees are the largest source of revenue for the
Commission.

With a phase-in of machines, we anticipate revenue would decrease by 5% in
fiscal year 06 from current estimates, 90% in fiscal year 07 (this is due, in part,
because of class reduction refunds), and 50% in fiscal year 08 (See Attachment
#2). As a non-appropriated agency, which does not receive revenue from the state
general fund, this decrease would necessitate reducing staff by 40%, or
approximately 70 employees (from 167 employees to 98). Most of these
reductions would need to occur in fiscal year 06.

A decrease in revenue may not create an equal decrease in the agency’s work.
Because a machine licensee must have a license from the Gambling Commission,
we anticipate that machine licensees will change their current licenses for pull-
tabs and bingo to licenses that allow lower gross receipts levels. However, the
need for the following regulatory and investigative work will remain:

o Licensing investigations, including tracing the funds used in the business
and conducting criminal background checks. Because a machine licensee
cannot allow their Gambling Commission license to lapse or they will lose
their allocation of machines, we anticipate an increase of complicated
ownership cases; we may also see cases involving the concealment of
unqualified owners or hidden ownership.

o Regulatory work for the other authorized activities (pull-tabs, bingo, and
card rooms), including responding to complaints from the public.

o Requests to investigate machine-related criminal activities, such as
cheating or tampering with the EST machines. Unlike current lottery
activities, EST machines will be in locations also regulated by the
Gambling Commission. As a law enforcement agency we anticipate we,
rather than local law enforcement, would be asked to investigate and
enforce the criminal laws in the Gambling Act, including those related to
cheating.



10)1-892 allows the state to tax the revenue from the machines, but local
governments cannot. If pull-tab and bingo activities decrease, gambling tax
revenue collected by local governments will likely also decrease.

11) The limits on tribal casinos, including the number of machines, features of the
machines (for example, no cash in or out), and hours of operation were based on
the type and scope of gambling allowed in the state. 1-892 would change this and
would likely lead to requests for changes in the current Compacts.

12) If tribal revenue decreases, this could result in decreases of contributions required
in the Compacts, which are based on a Tribe’s revenue, including:

o Community contributions currently made to local governments; and
o Contributions made to charitable/nonprofit organizations.

Twenty-five percent of the agency’s funding is from Tribes to reimburse the
agency for licensing and regulation.

Allocation:

e The allocation method for machines for those with licenses issued by the
Gambling Commission as of January 1, 2005, is:

o 15% to bingo operators licensed as of January 1, 2005, who have the top
40 gross receipts (Maximum of 125 per location)

o 36% to house-banked card rooms operating at least five house-banked
tables and to horse racing facilities (Maximum of 125 per location)

o 49% to commercial pull tab licensees and charitable/nonprofit
organizations with bingo or pull-tabs (other than the top 40 bingo
licensees)

* The number of machines is based on annual gross gambling
receipts; as the gross receipts increase, the allocation increases.
Each location is guaranteed a minimum of four machines.

e Based on the allocation method and the number of licensees today, there would
not be enough machines for each of these licensees to receive the maximum
number (See Attachment #3). For example, based on staff’s calculations, the
“Top 40” bingo operators and house-banked card rooms would receive
approximately 70 machines.

e The allocation method allows some licensees to receive more machines than other
licensees. For example, a small pull-tab operator may operate only four
machines, while another pull-tab operator nearby may operate 20. This same
difference would exist for charitable/nonprofit organizations.



e More machines may become available through closures, either voluntary or
through license revocations. More machines may also become available if there
1s an increase in the number of machines Tribes may operate. This could occur
through the approval of another Compact or a change in the number of machines
currently allowed for Tribes. According to the Initiative, if there are more
applications than machines available, the Lottery would pass rules to address this.

Drafting:

e There are some drafting issues, making it difficult to determine how the Initiative
would be interpreted and implemented.

o Section 2 amends the Gambling Act to include several definitions; it
seems the Lottery Act would need to be amended to include these as well.

o Section 10, subsection (1) states that the Lottery may revoke an EST
license if the licensee fails to maintain a WSGC license in good standing.
It could lead to unintended results for this to be “permissive,” rather than
required. This is difficult to reconcile with subsection (4), which states an
EST licensee must maintain a valid license for six months prior to
receiving an EST license. It’s also unclear whether a WSGC license is
needed every year or only after the initial licensing for machines. We
have assumed a valid WSGC license is required to be maintained
continuously to have a machine license.

Other Provisions of Initiative 892:

e Imposes a 35% state excise tax on the net win (HB 1948 proposed a 20% state tax
and 5% local tax; HB 2282 did not a propose a tax per se, but the state would
have received 40% of the net win)

e The minimum, required payout is 75%, which is the same as the tribal lottery
machines. The price of the tickets shall not exceed the amount allowed for Tribes
(in HB 2282 and HB 1948, the limit was $5.00, which is the current limit for
Tribes)

e 99% of the state excise tax (after Lottery expenses) would be used to lower the
subsequent year’s state property tax

e Establishments must conspicuously display an estimate of the probability of
purchasing winning tickets at the facility

e The number of machines a licensee could initially receive would be based on their
gross receipts for 1999 through 2002, data available through WSGC records
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